MR, BEACH: M. Chairman, nenbers of the
Comm ssion, thank you very nuch for inviting ny
testinony this norning.

The role that | anticipate playing on this
panel is that of soneone who is working with structura
nodel s of both the U S. econony and of internationa
trade, and so I’'mgoing to make a few coments about the
strengths and limtations of those nodels. They are
tools for this Conm ssion to use in understanding the
effects of net exports or trade deficits or changes in
the current account bal ance, and perhaps | can add sone
light to that, and also to briefly describe two
scenarios that we ran for this Conm ssion, both of which
depend heavily on the performance of foreign econom es
and not necessarily on our own policy outcones and the
debates we’re having on taxes and other things of that
nat ur e.

M. Chairman, |1’'m going to read just a
fragment of ny remarks and then concl ude.

At the risk of trenching heavily on the
Comm ssion’s patience, let ne state the obvious. This
country’s current account bal ance can be affected in far
nore ways than could ever be captured in an econom c or

econonetric nodel. The mllions of daily decisions that
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buyers and sellers nmake influence relative prices across
I nternational boundaries, alter the direction of capital
flows, and shape the interplay of currency exchange
rate.

The continuousness of these enornous
changes and the uninaginable conplexity of the
I nformati on signaling systemupon which the structure of
international trade depends nake utterly inpossible any
attenpt to fully nodel international trade. Al l
nodel ers know this constraint on their work; therefore,
they approach with significant humlity the type of
anal ytical challenge you ve laid before us today: Wat
are the inpacts of the trade deficit on the US.
econony?

Besides calling it a m ssion inpossible, |
amsorely tenpted to say that the question contains far
nore interesting political than econom c content. For
instance, if increasing foreign ownership of U S. -based
assets is one effect or outconme of running relatively
| arge current account deficits, a sonmewhat intriguing
econom c issue arises about how nuch better a non-U. S.
owner wll be in managing the asset’s econom c val ue.

However, who owns the asset is hardly rel evant when you
have conpl etely open econoni es.

On the other hand, nationality does matter
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a great deal, if negative current account bal ances are
approached politically, which is the same thing as

saying that the trading world is not conposed entirely

of open econom es. Al politics is local or wth
respect to international trade, national. Politicians
will have their say and rightly so.

Can econom sts say nore or econonetricians,
peopl e working with nodels, say nore on trade deficits
other than, "Don't worry. It all sonehow works out?"

| think so. | believe inportant insights can be
obtained fromthose nodels of the U S. that attenpt to
capture the country’s basic econom c structure and how
It responds to policy changes over tine. Heritage’'s
nodel belongs to this variety of forecasting tools and
can be enployed to show sone otherw se unexpected
effects fromchanges in trade flows.

The U.S. macroeconom ¢ nodel is best suited
to evaluating the economc effects of subtle changes in
policy or the performance of the U S. econony relative
toits major trading partners. W learned in the course
of preparing this testinony that counterfactuals do not
do well in structural nodels, and we use several nodels
to ascertain whether this is true.

For exanple, you can’'t ask a structura

nodel, what would the U S. econony look |like if the
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software industry had devel oped in France rather than
the United States? O how nuch different would the U. S
trade deficit be had there been no Asian financial
crisis?

One can ask, however, how changes in the
exchange rate or the growh rates of mjor econonc
partners mght affect U S. economc performance, and it
Is just that anbitious variety of questions that we
explored for this hearing -- how do basic econonic
I ndi cators change when the dollar weakens or when it
strengt hens agai nst the currencies of our major trading
partners?

| have attached to ny testinony, which is
in the hands of all the conm ssioners, two scenarios --
one that | call foreign weakening and one which | cal
foreign strengthening. Both depend upon changi ng the
assunptions about how prices in the 18 to 22 ngjor
trading partners are changing relative to U S. prices at
the producer price |evel and how the econom es of the
trading partners are changing relative to the growh
rates of the U S. econony. And |I’'d be happy to discuss
t hat .

| raise this -- | bring this to the table
because | do believe if you nake reasonabl e assunpti ons,

M. Chai rman and nmenbers of the Conm ssion, you supply
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t hese nodels with sonme reasonabl e i nstructions about how
to sinmulate changes in the trading regine, that they
have significant information to yield. The world is far
too conplicated to keep everything in mnd, and these
nodel s do a very nice job of doing that for us.

Thank you very nuch
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CHAl RVAN WEI DENBAUM  Thank you, M. Beach.

Qur fourth briefer is Professor GCesa
Feket ekuty of the Monterey Institute of International
Studies and previously assistant speci al trade
representative.

M . Feketekuty.
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